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of inventory property. S also received divi-
dends with respect to stock held for invest-
ment of $1,500. In addition, S sells two par-
cels of real property (Property J and Prop-
erty K) that S had purchased and held for in-
vestment. S sells Property J, in which S has
a basis of $5,000, for $10,000 (a gain of $5,000).
S sells Property K, in which S has a basis of
$12,000, for $9,000 (a loss of $3,000). S has gross
receipts from operations of $90,000.
(ii) S’s gross receipts are calculated as fol-
lows:
$90,000 Gross receipts from operations
6,000 Gross interest receipts
1,500 Gross dividend receipts
2,000 Net gain on sale of real property investments

$99,500 Total gross receipts

(iii) Under paragraph (c)(6)(ii)(D) of this
section, S’s gross interest receipts are not
passive investment income. In addition, gain
on the sale of real property ($2,000) is not
passive investment income. S’s passive in-
vestment income includes only the $1,500 of
gross dividend receipts. Accordingly, S’s pas-
sive investment income percentage for its
first year as an S corporation is 1.51% ($1,500/
$99,500). This does not exceed 25 percent of
S’s gross receipts and consequently the
three-year period described in section
1362(d)(3) does not begin to run.

Example 8. Interest received in the ordinary
course of a lending business. (i) In 1993, S has
gross receipts of $100,000 from loans and in-
vestments made in the ordinary course of S’s
mortgage banking business. This includes,
for example, mortgage servicing fees, inter-
est earned on mortgages prior to sale of the
mortgages, and gain on sale of mortgages. In
addition, S receives, from the investment of
idle funds in short-term securities, $15,000 of
gross interest income and $5,000 of gain.

(ii) S’s gross receipts are calculated as fol-
lows:

$100,000 Gross receipts from operations

15,000 Gross interest receipts
5,000 Gain on sale of securities

120,000 Total gross receipts

(iii) S’s passive investment income is de-
termined as follows:
$15,000 Gross interest receipts
5,000 Gain on sale of securities,

20,000 Total passive investment income

(iv) S’s passive investment income percent-
age for its first year as an S corporation is
16.67% ($20,000/$120,000). This does not exceed
25 percent of S’s gross receipts and con-
sequently the three-year period described in
section 1362(d)(3) does not begin to run.

[T.D. 8449, 57 FR 55449, Nov. 25, 1992; 58 FR
15274, Mar. 22, 1993, as amended by T.D. 8869,
656 FR 3854, Jan. 25, 2000; T.D. 8995, 67 FR
34610, May 15, 2002]
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§1.1362-3 Treatment of S termination
year.

(a) In general. If an S election termi-
nates under section 1362(d) on a date
other than the first day of a taxable
year of the corporation, the corpora-
tion’s taxable year in which the termi-
nation occurs is an S termination year.
The portion of the S termination year
ending at the close of the day prior to
the termination is treated as a short
taxable year for which the corporation
is an S corporation (the S short year).
The portion of the S termination year
beginning on the day the termination
is effective is treated as a short taxable
year for which the corporation is a C
corporation (the C short year). Except
as provided in paragraphs (b) and (¢)(1)
of this section, the corporation allo-
cates income or loss for the entire year
on a pro rata basis as described in sec-
tion 1362(e)(2). To the extent that in-
come or loss is not allocated on a pro
rata basis under this section, items of
income, gain, loss, deduction, and cred-
it are assigned to each short taxable
year on the basis of the corporation’s
normal method of accounting as deter-
mined under section 446. See, however,
§1.1502-76(b)(1)(ii)(A)(2) for special rules
for an S election that terminates under
section 1362(d) immediately before the
S corporation becomes a member of a
consolidated group (within the mean-
ing of §1.1502-1(h)). See §1.460-
4(k)(3)(iv)(D) for rules relating to the
computation of the S corporation’s in-
come or loss from a contract accounted
for under a long-term contract method
of accounting in the S termination
year.

(b) Allocations other than pro rata—(1)
Elections under section 1362(e)(3). The
pro rata allocation rules of section
1362(e)(2) do not apply if the corpora-
tion elects to allocate its S termi-
nation year income on the basis of its
normal tax accounting method. This
election may be made only with the
consent of each person who is a share-
holder in the corporation at any time
during the S short year and of each
person who is a shareholder in the cor-
poration on the first day of the C short
year. See §1.1362-6(a) for rules con-
cerning the time and manner of mak-
ing this election.
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(2) Purchase of stock treated as an asset
purchase. The pro rata allocation rules
of section 1362(e)(2) do not apply with
respect to any item resulting from the
application of section 338.

(3) 50 percent change in ownership dur-
ing S termination year. The pro rata al-
location rules of section 1362(e)(2) do
not apply if at any time during the S
termination year, as a result of sales or
exchanges of stock in the corporation
during that year, there is a change in
ownership of 50 percent or more of the
issued and outstanding shares of stock
of the corporation. If stock has already
been sold or exchanged during the S
termination year, subsequent sales or
exchanges of that stock are not taken
into account for purposes of this para-
graph (b)(3).

(c) Special rules—(1) S corporation that
is a partner in a partnership. For pur-
poses of section 706(c) only, the termi-
nation of the election of an S corpora-
tion that is a partner in a partnership
during any portion of the S short year
under §1.1362-2 (a) or (b), is treated as
a sale or exchange of the corporation’s
entire interest in the partnership on
the last day of the S short year, if—

(i) The pro rata allocation rules do
not apply to the corporation; and

(ii) Any taxable year of the partner-
ship ends with or within the C short
year.

(2) Tax for the C short year. The tax-
able income for the C short year is de-
termined on an annualized basis as de-
scribed in section 1362(e)(5).

(3) Each short year treated as taxable
year. Except as otherwise provided in
paragraph (c)(4) of this section, the S
and C short years are treated as two
separate years for purposes of all provi-
sions of the Internal Revenue Code.

(4) Year for carryover purposes. The S
and C short years are treated as one
year for purposes of determining the
number of taxable years to which any
item may be carried back or forward by
the corporation.

(6) Due date for S short year return.
The date by which the return for the S
short year must be filed is the same as
the date by which the return for the C
short year must be filed (including ex-
tensions).

(6) Year in which income from S short
year is includible. A shareholder must

26 CFR Ch. | (4-1-13 Edition)

include in taxable income the share-
holder’s pro rata share of the items de-
scribed in section 1366(a) for the S
short year for the taxable year with or
within which the S termination year
ends.

(d) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. S termination year not created. (i)
On January 1, 1993, the first day of its tax-
able year, a subchapter C corporation had
three eligible shareholders. During 1993, the
corporation properly elected to be treated as
an S corporation effective January 1, 1994,
the first day of the succeeding taxable year.
Subsequently, a transfer of some of the stock
in the corporation was made to an ineligible
shareholder. The ineligible shareholder still
holds the stock on January 1, 1994.

(ii) The corporation fails to meet the defi-
nition of a small business corporation on
January 1, 1994, and its election is treated as
having terminated on that date. See §1.1362—
2(b)(2) for the termination rules. Because the
corporation ceases to be a small business
corporation on the first day of a taxable
year, an S termination year is not created.
In addition, if the corporation in the future
meets the definition of a small business cor-
poration and desires to elect to be treated as
an S corporation, the corporation is auto-
matically granted consent to reelect before
the expiration of the 5-year waiting period.
See §1.1362-5 for special rules concerning
automatic consent to reelect.

Example 2. More than 50 percent change in
ownership during S short year. A, an indi-
vidual, owns all 100 outstanding shares of
stock of S, a calendar year S corporation. On
January 31, 1993, A sells 60 shares of S stock
to B, an individual. On June 1, 1993, A sells
5 shares of S stock to PRS, a partnership. S
ceases to be a small business corporation on
June 1, 1993, and pursuant to section
1362(d)(2), its election terminates on that
date. Because there was a more than 50 per-
cent change in ownership of the issued and
outstanding shares of S stock, S must assign
the items of income, loss, deduction, or cred-
it for the S termination year to the two
short taxable years on the basis of S’s nor-
mal method of accounting under the rules of
paragraph (b)(3) of this section.

Example 3. More than 50 percent change in
ownership during C short year. A, an indi-
vidual, owns all 100 outstanding shares of
stock of S, a calendar year S corporation. On
June 1, 1993, A sells 5 shares of S stock to
PRS, a partnership. S ceases to be a small
business corporation on that date and pursu-
ant to section 1362(d)(3), its election termi-
nates on that date. On July 1, 1993, A sells 60
shares of S stock to B, an individual. Since
there was a more than 50 percent change in

796



Internal Revenue Service, Treasury

ownership of the issued and outstanding
shares of S stock during the S termination
year, S must assign the items of income,
loss, deduction, or credit for the S termi-
nation year to the two short taxable years
on the basis of S’s normal method of ac-
counting under the rules of paragraph (b)(3)
of this section.

Example 4. Stock acquired other than by sale
or exchange. C and D are shareholders in S, a
calendar year S corporation. Each owns 50
percent of the issued and outstanding shares
of the corporation on December 31, 1993. On
March 1, 1994, C makes a gift of his entire
shareholder interest to T, a trust not per-
mitted as a shareholder under section
1361(c)(2). S ceases to be a small business cor-
poration on March 1, 1994, and pursuant to
section 1362(d)(2), its S corporation election
terminates effective on that date. As a result
of the gift, T owns 50 percent of S’s issued
and outstanding stock. However, because T
acquired the stock by gift from C rather
than by sale or exchange, there has not been
a more than 50 percent change in ownership
by sale or exchange of S that would cause
the rules of paragraph (b)(3) of this section
to apply.

[T.D. 8449, 57 FR 55452, Nov. 25, 1992, as

amended by T.D. 8842, 64 FR 61205, Nov. 10,
1999; T.D. 9137, 69 FR 42559, July 16, 2004]

§1.1362-4 Inadvertent terminations
and inadvertently invalid elections.

(a) In general. A corporation is treat-
ed as continuing to be an S corporation
or a QSub (or, an invalid election to be
either an S corporation or a QSub is
treated as valid) during the period
specified by the Commissioner if—

(1) The corporation made a valid
election under section 1362(a) or sec-
tion 1361(b)(3) and the election termi-
nated or the corporation made an elec-
tion under section 1362(a) or section
1361(b)(3) that was invalid;

(2) The Commissioner determines
that the termination or invalidity was
inadvertent;

(3) Within a reasonable period of time
after discovery of the terminating
event or invalid election, steps were
taken so that the corporation for
which the election was made or the ter-
mination occurred is a small business
corporation or a QSub, as the case may
be, or to acquire the required share-
holder consents; and

(4) The corporation and shareholders
agree to adjustments that the Commis-
sioner may require for the period.

§1.1362-4

(b) Inadvertent termination or inadvert-
ently invalid election. For purposes of
paragraph (a) of this section, the deter-
mination of whether a termination or
invalid election was inadvertent is
made by the Commissioner. The cor-
poration has the burden of establishing
that under the relevant facts and cir-
cumstances the Commissioner should
determine that the termination or in-
valid election was inadvertent. The
fact that the terminating event or in-
validity of the election was not reason-
ably within the control of the corpora-
tion and, in the case of a termination,
was not part of a plan to terminate the
election, or the fact that the termi-
nating event or circumstance took
place without the knowledge of the
corporation, notwithstanding its due
diligence to safeguard itself against
such an event or circumstance, tends
to establish that the termination or in-
validity of the election was inad-
vertent.

(c) Corporation’s request for determina-
tion of an inadvertent termination or in-
valid election. A corporation that be-
lieves that the termination or inva-
lidity of its election was inadvertent
may request a determination from the
Commissioner that the termination or
invalidity of its election was inad-
vertent. The request is made in the
form of a ruling request and should set
forth all relevant facts pertaining to
the event or circumstance including,
but not limited to, the facts described
in paragraph (b) of this section, the
date of the corporation’s election (or
intended election) under section 1362(a)
or 1361(b)(3), a detailed explanation of
the event or circumstance causing the
termination or invalidity, when and
how the event or circumstance was dis-
covered, and the steps taken under
paragraph (a)(3) of this section.

(d) Adjustments. The Commissioner
may require any adjustments that are
appropriate. In general, the adjust-
ments required should be consistent
with the treatment of the corporation
as an S corporation or QSub during the
period specified by the Commissioner.
In the case of stock held by an ineli-
gible shareholder that causes an inad-
vertent termination or invalid election
for an S corporation under section
1362(f), the Commissioner may require
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